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PART I FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

NetIQ CORPORATION

CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands, except share and per share amounts)

September 30,
2001

June 30,
2001(1)

(Unaudited)

A S S E T S

Current assets:
Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 137,417 $ 89,494
Short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 353,186 377,287
Accounts receivable, net of allowance for uncollectible accounts and sales
returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,093 27,116

Prepaid expenses and other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,667 2,691

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 519,363 496,588
Property and equipment, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52,766 54,731
Goodwill and other intangibles, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,568,948 1,769,803
Other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,413 1,407

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,142,490 $2,322,529

L I A B I L I T I E S AND S TOCKHOLDER S ’ EQU I T Y

Current liabilities:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 5,545 $ 5,451
Accrued compensation and related benefits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,666 14,704
Other liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,489 19,389
Deferred revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,849 33,093

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,549 72,637

Stockholders’ equity:
Common stock-$0.001; 250,000,000 shares authorized, 53,617,269 issued and
outstanding at September 30, 2001; and 53,284,629 issued and outstanding at
June 30, 2001 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,852,964 2,849,211

Deferred stock-based compensation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,361) (3,782)
Accumulated deficit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (783,471) (597,104)
Accumulated other comprehensive income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,809 1,567

Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,069,941 2,249,892

Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,142,490 $2,322,529

(1) Derived from audited consolidated financial statements.
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NetIQ CORPORATION

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
AND COMPREHENSIVE LOSS

(In thousands, except per share amounts)
(Unaudited)

Three Months Ended
September 30,

2001 2000

Software license revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 45,128 $ 23,066
Service revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,566 7,463

Total revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,694 30,529

Cost of software license revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 901 345
Cost of service revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,385 1,346

Total cost of revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,286 1,691

Gross profit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 54,408 28,838

Operating expenses:
Sales and marketing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,984 15,156
Research and development . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,978 6,609
General and administrative . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,393 2,212
Stock-based compensation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,367 170
Amortization of goodwill and intangibles . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 198,562 119,394

Total operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 244,284 143,541

Loss from operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (189,876) (114,703)

Other income:
Interest income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,504 5,804
Other income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 115 15

Total other income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,619 5,819

Loss before income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (184,257) (108,884)
Income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,110 2,900

Net loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (186,367) (111,784)

Other comprehensive income (expenses), net of income taxes:
Foreign currency translation adjustments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 (120)
Unrealized gain on short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,227 130

Comprehensive loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(185,125) $(111,774)

Basic and diluted net loss per share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (3.51) $ (3.00)
Shares used to compute basic and diluted net loss per share . . . . . . . . . . . . . . . . . . . . . . . 53,085 37,286
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NetIQ CORPORATION

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)
(Unaudited)

Three Months Ended
September 30,

2001 2000

Cash flows from operating activities: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Net loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(186,367) $(111,784)
Adjustments to reconcile net loss to net cash provided by operating activities: . . . .

Depreciation and amortization . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 202,175 120,267
Tax benefit from disqualifying dispositions . . . . . . . . . . . . . . . . . . . . . . . . . . . . 243 —
Amortization of stock-based compensation . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,367 170
Loss from disposal of property . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 515 —
Changes in: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,299 (8,037)
Prepaid expenses and other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 533
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 341 1,319
Accrued compensation and related benefits . . . . . . . . . . . . . . . . . . . . . . . . (189) 2,444
Other liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,555) 197
Deferred revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,666 2,956

Net cash provided by operating activities . . . . . . . . . . . . . . . . . . . . . . . . . 21,498 8,065

Cash flows from investing activities: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Purchases of property and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,427) (30,042)
Cash used in acquisition, net of cash received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — (729)
Purchases of short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (64,446) (123,784)
Proceeds from maturities of short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . 89,775 25,000
Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 —

Net cash provided by (used in) investing activities . . . . . . . . . . . . . . . . . . 22,907 (129,555)

Cash flows from financing activities: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Proceeds from sale of common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,564 8,393

Net cash provided by financing activities . . . . . . . . . . . . . . . . . . . . . . . . . 3,564 8,393

Effect of exchange rate changes on cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (46) (56)

Net increase (decrease) in cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . 47,923 (113,153)
Cash and cash equivalents, beginning of period . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 89,494 187,610

Cash and cash equivalents, end of period . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 137,417 $ 74,457

Supplemental disclosure of cashflow information-cash paid for: . . . . . . . . . . . . . . . . . . .
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1 $ 12
Income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 541 $ 85
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NetIQ CORPORATION

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Three Months Ended September 30, 2001 and 2000

(Unaudited)

1. Basis of Presentation

Interim Financial Information—The accompanying unaudited condensed consolidated financial statements
of NetIQ Corporation (the Company) have been prepared in accordance with accounting principles generally
accepted in the United States of America for interim financial information and the rules and regulations of the
Securities and Exchange Commission for interim financial statements. In the opinion of management, the
condensed consolidated financial statements include all adjustments (consisting only of normal recurring
accruals) that management considers necessary for a fair presentation of its financial position, operating results
and cash flows for the interim periods presented. All significant intercompany accounts and transactions have
been eliminated in consolidation. Operating results and cash flows for interim periods are not necessarily
indicative of results for the entire year.

These interim financial statements and notes should be read in conjunction with the audited consolidated
financial statements and notes thereto included in the Company’s Annual Report on Form 10-K for the year
ended June 30, 2001.

2. Effects of Recent Accounting Pronouncements

In June 2001, the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting
Standards (SFAS) No. 141, Business Combinations and SFAS No 142, Goodwill and Other Intangible Assets.
SFAS No. 141 requires that all business combinations initiated after June 30, 2001 be accounted for under the
purchase method and addresses the initial recognition and measurement of goodwill and other intangible assets
acquired in a business combination. SFAS No. 142 addresses the initial recognition and measurement of
intangible assets acquired outside of a business combination and the accounting for goodwill and other intangible
assets subsequent to their acquisition. SFAS No. 142 provides that intangible assets with finite useful lives be
amortized and that goodwill and intangible assets with indefinite lives will not be amortized, but will rather be
tested at least annually for impairment. The Company will adopt SFAS No. 142 for the fiscal year beginning
July 1, 2002. Upon adoption of SFAS 142, the Company will stop the amortization of goodwill, with an expected
net carrying value of approximately $918 million at the date of adoption, and related expected amortization of
approximately $188 million per quarter that resulted from business combinations completed prior to the adoption
of SFAS No. 141. The Company will evaluate goodwill under the SFAS No. 142 transitional impairment test
criteria and has not yet determined whether an impairment loss will occur. Any transitional impairment loss will
be recognized as a change in accounting principle.

In August 2001, the FASB issued SFAS No. 144, Accounting for Impairment or Disposal of Long-Lived
Assets. SFAS No. 144 supersedes SFAS No. 121, Accounting for the Impairment of Long-Lived Assets and for
Long-Lived Assets to be Disposed Of, and addresses financial accounting and reporting for the impairment or
disposal of long-lived assets. This statement is effective for fiscal years beginning after December 15, 2001. The
Company will adopt SFAS No. 144 on July 1, 2002. Adoption of this statement is not expected to have a material
impact on the Company's financial position or results of operations.

3. Tender Offer

On May 7, 2001 the Company announced a voluntary stock option exchange program for its employees.
Under the program, only non-executive employees were given the opportunity, if they so chose, to cancel
outstanding stock options previously granted to them in exchange for an equal number of new options to be
granted at a future date. The exchange was limited to employees who held options with an exercise price equal to
or greater than $50.00 per share and those options with exercise prices lower than $50.00 granted on or after
December 7, 2000. The grant price of the new options will be equal to the highest of (i) the closing selling price
per share on the trading day immediately before the day of grant; (ii) the average of the high and low per share
sales price on the day of grant; or (iii) the closing selling price on the day of grant. The new options will not be
granted before December 10, 2001, which is six months and one day following the date when the Company
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NetIQ CORPORATION

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

canceled the options accepted for exchange. A total of 1,364,957 options were tendered by employees under the
program. The offer and the right to withdraw expired on June 7, 2001.

4. Restructuring Charge
During the quarter ended June 30, 2001, the Company recorded a restructuring charge of $816,000 related to

redundancies at NetIQ resulting from the WebTrends merger and the resizing of the combined businesses. The
entire restructuring charge was related to the reduction in the workforce resulting from resizing the combined
businesses. A total of 36 employees have been terminated under this plan, of which 12 were in research and
development and 24 were in sales and marketing. All employees terminated were informed of their terminations
and terminated by June 30, 2001. During the quarters ended June 30, 2001 and September 30, 2001, $530,000
and $251,000, respectively, were paid out as termination benefits and $35,000 remained as a liability. The
remaining liability is expected to be paid out during the year ending June 30, 2002.

In the acquisition of WebTrends Corporation, the Company terminated 49 employees of WebTrends and
accrued $1.5 million related to the reduction in the workforce resulting from resizing the combined businesses.
The cost of terminating the employees was accounted for as part of the purchase price. Of the total, 9 were in
research and development, 27 were in sales and marketing, and 13 were in general and administration. All
employees to be terminated were informed of their terminations as of June 30, 2001. During the quarter ended
June 30, 2001, 39 employees were terminated of which 9 were in research and development, 27 were in sales and
marketing, and 3 were in general and administration. During the quarter ended September 30, 2001, 6 employees,
previously notified, were terminated in general and administration. During the quarter ended June 30, 2001 and
September 30, 2001, $414,000 and $393,000, respectively, were paid out as termination benefits and $661,000
remained as a liability. The remaining liability is expected to be paid out during the year ending June 30, 2002.

5. Net Loss Per Share
The following is a reconciliation of the shares used to compute basic and diluted net loss per share (in

thousands):
Three months ended

September 30,

2001 2000

Weighted average common shares outstanding . . . . . . . . . . . . . . . . . . . . . . 53,497 37,959
Weighted average common shares outstanding subject to repurchase . . . . (412) (673)

Shares used to compute basic and diluted net loss per share . . . . . . . . . . . . 53,085 37,286

For the above-mentioned periods, the Company had securities outstanding which could potentially dilute
basic earnings per share in the future, but were excluded in the computation of diluted net loss per share in the
periods presented, as their effect would have been antidilutive. Such outstanding securities consist of the
following (in thousands):

Three months ended
September 30,

2001 2000

Shares of common stock subject to repurchase . . . . . . . . . . . . . . . . . . . . . . 412 673
Outstanding options . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,950 3,602

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,362 4,275

6. Major Customer
Microsoft Corporation accounted for 25% of total revenue during the three months ended September 30,

2001. No single customer accounted for more than 10% of total revenue during the three months ended
September 30, 2000.
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The statements contained in this Report on Form 10-Q that are not purely historical are forward-looking
statements within the meaning of the Securities Act of 1933 and Section 21E of the Securities Act of 1934,
including statements about our plans, objectives, expectations and intentions. Forward-looking statements
include: statements regarding future products or product development; statements regarding future research and
development spending and our product development strategy; statements regarding the levels of international
sales; statements regarding future expenditures; and statements regarding recent or future acquisitions. All
forward-looking statements included in this document are based on information available to us on the date
hereof, and we assume no obligation to update any such forward-looking statements. It is important to note that
our actual results could differ materially from those in such forward-looking statements. Some of the factors that
could cause actual results to differ materially include risks associated with license revenue stemming from our
agreement with Microsoft Corporation, delays and other risks associated with new product development,
competition and fluctuations in our sales cycle, failure to realize anticipated benefits from companies that we
acquire, our ability to recruit and retain qualified personnel, and errors in our products. For a more complete
description of the risks affective our business, see “Factors That May Affect Future Results” under
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” and elsewhere in,
this report.

Overview

NetIQ is a leading provider of e-business infrastructure management and intelligence solutions for the
components of an organization’s e-business infrastructure – from back-end servers, networks and directories to
front-end web servers and applications. Our customers use our comprehensive line of solutions to manage the
entire life cycle and the significant components of their distributed, complex enterprise and e-business
infrastructures. Specifically, these solutions cover Network Performance Management, Windows 2000 and
Exchange 2000 Migration, File and Directory Administration, System and Application Monitoring, Security
Management, Web Analytics and Visitor Relationship Management.

We derive the large majority of our revenue from software licenses. We also derive revenue from sales of
annual maintenance service agreements and, to a lesser extent, consulting and training services. Service revenue
has increased in recent periods as license revenue has increased and as the size of our installed base has grown.
The pricing of our products is based on the number of systems and applications managed, although volume and
enterprise pricing is also available. Our customers typically purchase one year of product software maintenance
with their initial license of our products. Thereafter, customers are entitled to receive software updates,
maintenance releases and technical support for an annual maintenance fee equal to a fixed percentage of the
current list price of the licensed product.

We sell our products through both our direct sales force, which includes our field and inside sales personnel,
as well as through indirect channels, such as distributors, value-added resellers and original equipment
manufacturers. Customers can also download and pay for our products from our website.

Generally, we sell perpetual licenses and recognize revenue in accordance with accounting principles
generally accepted in the United States of America, upon meeting each of the following criteria:

• execution of a written purchase order, license agreement or contract;

• delivery of software and authorization keys;

• the license fee is fixed and determinable;

• collectibility of the proceeds within six months is assessed as being probable; and

• vendor-specific objective evidence exists to allocate the total fee to all elements of the arrangement.
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Vendor-specific objective evidence is based on the price generally charged when an element is sold
separately, or if not yet sold separately, is established by authorized management. All elements of each order are
valued at the time of revenue recognition. In situations where vendor-specific objective evidence does not exist
or the fee is not fixed or determinable, revenue is recognized ratably over the life of the agreement or as
payments become due. If installation is essential to the functionality of the software, license and consulting
revenue is recognized upon completion of the installation.

Sales made through distributors, resellers and original equipment manufacturers are recognized at the time
these partners report to the Company that they have sold the software or, alternatively, when the Company drop-
ships the product to the end user, and after all revenue recognition criteria have been met.

Service revenue includes maintenance revenue, which is deferred and recognized ratably over the maintenance
period, and revenue from consulting and training services, which is recognized as services are performed.

On September 25, 2000, we entered into a licensing agreement with Microsoft Corporation whereby
Microsoft will license our Operations Manager product technology and source code for core operations
management of Windows 2000 and Microsoft server applications. We will receive $175.0 million in license fees
and up to $6.0 million in engineering co-development funds over a three-year period starting November 2000.
License revenue from the Microsoft agreement was $25.0 million in fiscal year 2001, $15.0 million in the quarter
ended September 30, 2001, and is expected to be $20.0 million, $25.0 million, and $25.0 million in the remaining
quarters of the fiscal year ending June 30, 2002. Under this contract there was no revenue from Microsoft during
the quarter ended September 30, 2000. For a period of three years, Microsoft has also agreed to spend $5.0
million per year and pay us an additional $5.0 million per year to market the joint solutions.

On March 30, 2001 we completed the acquisition of WebTrends Corporation. On July 17, 2000 we
completed the acquisition of Software Realization, Inc. Results of these operations from the date of acquisition
forward have been included in the consolidated financial statements. Accounting practices for all acquired
companies have been conformed to those of NetIQ.

Comparison of Three Months Ended September 30, 2001 and 2000

Revenue. Our total revenue increased to $60.7 million for the three months ended September 30, 2001 from
$30.5 million for the three months ended September 30, 2000, representing growth of approximately 99%. During
the same period, our software license revenue increased to $45.1 million from $23.1 million, representing growth of
96%. These increases are due primarily to the revenue from Microsoft discussed above and increases in the number
of software licenses sold, which resulted from increased acceptance of our products, expansion of our field and
inside sales organizations and our third-party channel partners, and the inclusion of the operations of WebTrends.
Service revenue increased to $15.6 million for the three months ended September 30, 2001 from $7.5 million for the
three months ended September 30, 2000, representing growth of approximately 109%. This increase was due
primarily to additional maintenance fees associated with new software licenses, renewals by our existing customers,
and the inclusion of the operations of WebTrends. Service revenue increased as a percentage of total revenue due to
the compounding effect of our base of installed licenses and due to a significant majority of our customers renewing
their maintenance service agreements. We expect our service revenue to grow as a percentage of total revenue as
our installed base increases and our existing customers renew maintenance contracts.

Cost of Revenue

Cost of Software License Revenue. Our cost of software license revenue includes the costs associated with
software packaging, documentation such as user manuals and CDs, and production, as well as non-employee
commissions and royalties. Cost of software license revenue was $901,000 and $345,000 for the three months
ended September 30, 2001 and 2000, respectively, representing 2% of related software license revenue in both
quarters. The increase in the dollar amount is due to the increase in license revenue including the operations of
WebTrends. We expect our cost of software license revenue to increase as a percentage of total software license
revenue in the future as revenue from Microsoft declines.
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Cost of Service Revenue. Cost of service revenue consists primarily of personnel costs and expenses
incurred in providing telephonic and on-site maintenance and consulting services. Costs associated with training
activities consist principally of labor and departmental expenses as well as training materials. Cost of service
revenue was $5.4 million and $1.3 million for the three months ended September 30, 2001 and 2000,
respectively, representing 35% and 18% of related service revenue. The increase in dollar amount of cost of
service revenue is primarily attributable to the growth in our installed customer base including the operations of
WebTrends. Cost of service revenue as a percent of service revenue increased due primarily to hiring additional
personnel to support our growing customer base, particularly WebTrends service organization starting in the
fourth quarter of fiscal 2001, which provides more implementation services than we had prior to the merger. We
expect service revenue to increase as our installed license base grows and, as a consequence, our cost of service
revenue to increase in absolute dollars.

Operating Expenses

Sales and Marketing. Our sales and marketing expenses consist primarily of personnel costs, including
salaries and employee commissions, and expenses relating to travel, advertising, public relations, seminars,
marketing programs, trade shows, and lead generation activities. Sales and marketing expenses increased to
$27.0 million for the three months ended September 30, 2001 from $15.2 million for the three months ended
September 30, 2000. The increase in dollar amount was due primarily to the hiring of additional field sales,
inside sales and marketing personnel, which increased to 470 people from 274 people at September 30, 2000, and
expanding our sales infrastructure and third-party channel partners, as well as higher commissions. Sales and
marketing expenses represented 44% and 50% of total revenue for the three months ended September 30, 2001
and 2000, respectively. The decline in sales and marketing expenses as a percentage of total revenue was
principally the result of revenue increases from the Microsoft agreement which does not require significant sales
or marketing efforts. We expect to continue hiring additional sales and marketing personnel and to increase
promotion, advertising, and other marketing expenditures in the future. Accordingly, we expect sales and
marketing expenses will increase in absolute dollars in future periods.

Research and Development. Our research and development expenses consist primarily of salaries and
other personnel-related costs, as well as facilities costs, consulting fees, and depreciation. These expenses
increased to $13.0 million for the three months ended September 30, 2001 from $6.6 million for the three months
ended September 30, 2000, representing 21% and 22%, respectively, of total revenue. This increase in dollar
amount resulted principally from increases in personnel from 190 at September 30, 2000 to 343 at September 30,
2001, including the WebTrends facilities and personnel in Portland, Oregon. To date, all research and
development costs have been expensed as incurred in accordance with Statement of Financial Accounting
Standards No. 86 as our current software development process is essentially completed concurrent with the
establishment of technological feasibility. We expect to continue to devote substantial resources to product
development such that research and development expenses will increase in absolute dollars in future periods.

General and Administrative. Our general and administrative expenses consist primarily of personnel costs
for finance and administration, as well as directors and officers insurance, and professional services expenses
such as legal and accounting. General and administrative expenses increased to $4.4 million for the three months
ended September 30, 2001 from $2.2 million for the three months ended September 30 2000, representing 7% of
total revenues in both quarters. The increase in dollar amount was due primarily to increased staffing necessary
to manage and support our growth. General and administrative personnel increased to 132 people at September
30, 2001 from 51 people at September 30, 2000. We believe that our general andadministrative expenses will
increase in absolute dollars as we expand our administrative staff, add new financial and accounting systems, and
increase professional fees to manage our growth.

Stock-Based Compensation. No deferred stock-based compensation was recorded during the three months
ended September 30, 2001 or 2000. During the three months ended September 30, 2001 and 2000, we recognized
stock-based compensation expense of $1.4 million and $170,000, respectively. The increase in the amortization
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is due to the recognition of deferred stock based compensation related to the acquisition of WebTrends
Corporation that is being amortized over the vesting periods of the options assumed in the acquisition.

Amortization of Goodwill and Intangibles. During the three months ended September 30, 2001 and
September 30, 2000, we amortized $198.6 million and $119.4 million, respectively, of goodwill and intangibles
recognized in our acquisitions. We expect to amortize up to approximately $198 million of goodwill and
intangibles each quarter through June 30, 2002. Thereafter, amortization of intangibles of up to $10 million may
be expected each quarter.

Total Other Income. Total other income principally represents interest income earned on our cash and cash
equivalent balances and short-term investments. For the three months ended September 30, 2001 and 2000, total
other income was $5.6 million and $5.8 million, respectively. The decrease in total other income is the result
primarily of decrease in the yield on cash and cash equivalents and short-term investments in 2001.

Income Taxes. We recorded income tax expense of $2.1 million and $2.9 million for the three months
ended September 30, 2001 and September 30, 2000, respectively, mainly due to the non-deductibility of the
goodwill amortization for income tax purposes.

Effect of Recent Accounting Pronouncements
In June 2001, the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting

Standards (SFAS) No. 141, Business Combinations and SFAS No 142, Goodwill and Other Intangible Assets.
SFAS No. 141 requires that all business combinations initiated after June 30, 2001 be accounted for under the
purchase method and addresses the initial recognition and measurement of goodwill and other intangible assets
acquired in a business combination. SFAS No. 142 addresses the initial recognition and measurement of
intangible assets acquired outside of a business combination and the accounting for goodwill and other intangible
assets subsequent to their acquisition. SFAS No. 142 provides that intangible assets with finite useful lives be
amortized and that goodwill and intangible assets with indefinite lives will not be amortized, but will rather be
tested at least annually for impairment. We will adopt SFAS No. 142 for the fiscal year beginning July 1, 2002.
Upon adoption of SFAS 142, we will stop the amortization of goodwill with an expected net carrying value of
approximately $918 million at the date of adoption and related expected amortization of approximately $188
million per quarter that resulted from business combinations completed prior to the adoption of SFAS No. 141.
We will evaluate goodwill under the SFAS No. 142 transitional impairment test criteria and have not yet
determined whether an impairment loss will occur. Any transitional impairment loss will be recognized as a
change in accounting principle.

In August 2001, the FASB issued SFAS No. 144, Accounting for Impairment or Disposal of Long-Lived
Assets. SFAS No. 144 supersedes SFAS No. 121, Accounting for the Impairment of Long-Lived Assets and for
Long-Lived Assets to be Disposed Of, and addresses financial accounting and reporting for the impairment or
disposal of long-lived assets. This statement is effective for fiscal years beginning after December 15, 2001. The
Company will adopt SFAS No. 144 on July 1, 2002. Adoption of this statement is not expected to have a material
impact on our financial position or results of operations.

Liquidity and Capital Resources
At September 30, 2001, we had $137.4 million in cash and cash equivalents and $353.2 million in short-

term investments.

Our operating activities resulted in net cash inflows of $21.5 million and $8.1 million for the three months
ended September 30, 2001 and 2000, respectively. Cash from operations during 2001 was primarily from
depreciation and amortization, decrease in accounts receivable, and increase in deferred revenue, net of decrease
in other liabilities. Sources of cash during 2000 were principally depreciation and amortization, increases in
accounts payable, deferred revenue, and accrued compensation. Use of cash in 2000 was an increase in accounts
receivable.

During the three months ended September 30, 2001 our investing activities provided net cash inflows of
$22.9 million. Sources of cash in the period were primarily maturities of short-term investments of $89.8 million.
Uses of cash in the current period were acquisition of property and equipment of $2.4 million and purchase of
short-term investments of $64.5 million. During the three months ended September 30, 2000, our investing
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activities resulted in net cash outflows of $129.6 million, largely related to the acquisition of capital assets of
$30.0 million for our headquarters building, $729,000 for the acquisition of Software Realization, Inc., and
$123.8 million for the purchase of short-term investments. Maturities of short-term investments provided $25.0
million in cash inflows.

Financing activities generated cash of $3.6 million and $8.4 million in the quarters ended September 30,
2001 and 2000, respectively, from the proceeds of the exercise of stock options and issuance of shares under the
employee stock purchase plan.

As of September 30, 2001, we do not have any significant debt commitments outstanding other than under
operating leases.

We believe that our cash balances and cash flows generated by operations will be sufficient to satisfy our
anticipated cash needs for working capital and capital expenditures for the next 12 months. A portion of our cash
may be used to acquire or invest in complementary businesses or products or to obtain the right to use
complementary technologies. From time to time, in the ordinary course of business, we may evaluate potential
acquisitions of businesses, products or technologies. We have no current plans, agreements or commitments, and
are not currently engaged in any negotiations with respect to any such transaction.

Factors That May Affect Future Operating Results

The following risk factors and other information included in this report should be carefully considered,
although the risks and uncertainties described below are not the only ones we face. Additional risks and
uncertainties not presently known to us or that we currently deem immaterial also may impair our business
operations. If any of the following risks actually occur, our business, financial condition and operating results
could be materially adversely affected.

We may not be able to sustain the revenue growth rates we have previously experienced.

Although our revenues have grown rapidly in recent years, we may not continue to experience this rate of
revenue growth. If our revenue does not increase at or above the rate financial or industry analysts expect, the
trading price of our common stock may decline.

In the second half of fiscal 2001, revenue decreased as a result of our sales cycle lengthening due to a
general slowdown in the US economy. Further, the recent terrorist attacks on the United States may cause
continued instability and uncertainty in the global economic environment.

Increasing competition could also impact our revenue growth. Additionally, it will be more difficult to
maintain high growth rates in revenue as the base of our revenue expands. Our efforts to expand our software
product suites, sales and marketing activities, direct and indirect distribution channels and maintenance and
support functions and to pursue strategic relationships or acquisitions may not succeed or may prove more
expensive that we currently anticipate. As a result, we cannot predict our future operating results with any degree
of certainty and our operating results may vary significantly from quarter to quarter.

We have a history of losses and may experience losses in the future.

Since our inception, we have incurred significant net losses, although in recent quarters we have achieved
profitability, excluding amortization of stock-based compensation, goodwill and intangible assets. It is expected
that we will continue to incur significant sales and marketing, product development and administrative expenses.
Currently, under accounting principles generally accepted in the United States of America, we amortize all
intangible assets, including goodwill, from acquisitions occurring prior to July 1, 2001 over the useful lives of
such assets. However, beginning July 1, 2002 certain intangible assets, including goodwill, will be maintained on
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the balance sheet rather than being amortized, although they may eventually be written down to the extent they
are deemed to be impaired. To the extent that we amortize goodwill and other intangible assets created in our
acquisitions, we are unlikely to generate net income until the goodwill and other intangible assets are fully
amortized or amortization is discontinued.

Unanticipated fluctuations in our operating results may make it difficult to predict our future
performance and may result in volatility in the market price of our common stock.

We may experience significant fluctuations in our operating results. We believe that quarter-to-quarter
financial comparisons are not necessarily meaningful indicators of our future operating results and should not be
relied on as an indication of future performance. If our quarterly operating results fail to meet the expectations of
analysts, the trading price of our common stock could be negatively affected. Our quarterly operating results
have varied substantially in the past and may vary substantially in the future due to a number of factors described
elsewhere in this report, including many that are beyond our control.

We face several risks in connection with our license, development and marketing agreement with
Microsoft.

In September 2000, we licensed a substantial portion of our Operations Manager technology to Microsoft
for $175.0 million, payable over three years. Microsoft may use the technology broadly with respect to Windows
2000, but its use is limited with respect to Windows NT. We have also agreed to provide limited engineering
resources for a fee and to develop and market products that operate with the products that Microsoft plans to
offer based on our technology. We anticipate significant benefits from the agreement, but it also poses significant
risks, including:

• Potential loss of revenue from existing Operations Manager and AppManager products until we establish
revenue from products that operate with Microsoft’s new products. The faster the rate of customer
adoption of Windows 2000, the greater the potential loss of revenue from operations management
products. Faster adoption of Windows 2000 may increase our opportunity for additional revenue from
licenses of our migration tools and new products that operate with those Microsoft plans to offer.
However, this additional revenue may not be sufficient to offset the loss of revenue from our Operations
Manager and AppManager products;

• Difficulties associated with coordinating some of our new product offerings with anticipated future
releases of products from Microsoft;

• The difficulty of creating new products that support and operate efficiently with Microsoft’s new
products, in particular Microsoft Operations Manager;

• The difficulty of creating new products that operate with operating systems other than Windows Servers;

• Customer acceptance of new product offerings;

• Potential competition from Microsoft and other systems management providers for any new products that
we may create; and

• Potential reduction of revenue or linearity of revenue from month to month as customers evaluate the
resulting product strategies of Microsoft, other systems management companies and ours.

We may not realize the benefits we expect from the license agreement, which could have a material adverse
effect on our business, financial condition and operating results. Furthermore, if Microsoft partners with one of
our competitors for operations management products we may be disadvantaged in our efforts to develop new
products compatible with Windows 2000 and future operating systems.
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We will continue to depend on our marketing, product development and sales relationship with Microsoft,
and if this relationship suffers, our customers would likely purchase other vendors’ systems management
software products.

We believe that our success in penetrating target markets for our systems management products depends in
part on our ability to maintain strong strategic marketing, product development and sales relationships with
Microsoft. Our relationship with Microsoft will be important to validate our technology, facilitate broad market
acceptance of our products and enhance our sales, marketing and distribution capabilities.

We currently rely heavily on our relationship with Microsoft and we attempt to coordinate our systems
management product offerings with the future releases of Microsoft’s operating systems. It is possible that
Microsoft may not notify us of feature enhancements to its products prior to new releases of its operating systems
in the future. In that case, we may not be able to introduce products on a timely basis that capitalize on new
operating system releases and feature enhancements.

We may not be able to develop acceptable new products, services or enhancements to our existing products
at the rate required by our rapidly changing market.

Our future success depends upon our ability to address the rapidly changing needs of our customers by
developing and introducing high quality products, product enhancements, and services on a timely basis and by
keeping pace with technological developments and emerging industry standards. The market for some of our
products is in the early stage of development and is rapidly evolving. As is common in such new and rapidly
evolving industries, demand and market acceptance for recently introduced products are subject to high levels of
uncertainty and risk. Furthermore, new products can quickly render obsolete products that were only recently in
high demand.

New products and services may present additional and unanticipated risks.

As we introduce new products and services such as hosted services we may encounter risks not present in
our current business. We must anticipate and manage these risks, which may include new regulations,
competition, technological requirements and our own ability to deliver or maintain reliable services to our
customers or partners. Failure to do so may result in unrecovered costs, loss of market share or adverse publicity.

Our failure to develop adequate systems and manage the combined business following the integration of
WebTrends could have a material adverse effect on our business, financial condition and operating results
and could result in loss of key personnel.

We have substantially completed integrating the management teams, strategies, culture, and operations of
the two companies. However, the breadth and the complexity of the combined organization are much greater. As
a result, we must develop new techniques to effectively manage multiple geographic locations, develop new
products that utilize the assets and resources of both companies, and continue to develop uniform standards,
controls, procedures, policies, and information systems to realize the anticipated benefits from the acquisition.
We must effectively manage post-acquisition risks that may lead to the potential disruption of our ongoing
business, our relationships with employees and customers, and distraction of our management.

These risks are particularly challenging because we have completed other sizable acquisitions in the last two
years. If we do not succeed in addressing these risks or any other problems encountered in connection with the
merger, our operating results and financial condition would be adversely affected.

The acquisition of WebTrends could adversely affect combined financial results.

We believe that the acquisition of WebTrends will have an ongoing positive effect on earnings per share
before taking into account amortization of stock-based compensation, goodwill, and intangible assets. However,
the dilution associated with the shares issued in the acquisition could reduce earnings per share if the potential
benefits of the acquisition are not realized.
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We may acquire technologies or companies in the future, which could cause disruption of our business or
other risks.

We regularly consider acquiring technologies or companies or investments in complementary companies,
products or technologies. Such acquisitions entail many risks, any of which could materially harm our business.

New competitors could emerge and this could impair our ability to grow our business and sell our
products.

We believe the principal factors that will draw end-users to e-business infrastructure management and
intelligence solutions products include: the breadth of our product offering and depth of product functionality;
product scalability; quality and performance; conformance to industry standards; competitive price; and customer
support. To be competitive, we must respond promptly and effectively to the challenges of technological change,
evolving standards and our competitors’ innovations by continuing to enhance our products and sales channels.

We may face competition in the future from established companies who have not previously entered the
market for e-business infrastructure management and intelligence solutions as well as from emerging companies.
Many of our anticipated competitors have greater financial, technical, marketing, professional services and other
resources than ours. Established companies may not only develop their own e-business infrastructure
management and intelligence solutions but they may also acquire or establish cooperative relationships with our
competitors. It is possible that new competitors or alliances among competitors may emerge and rapidly acquire
significant market share. If those future competitors are successful, we are likely to lose market share and our
revenue would likely decline.

Competition could also create bundling or compatibility issues and adversely affect our ability to sell our
products. Potential competitors may bundle their products or incorporate e-business infrastructure management
and intelligence solutions into existing products, including for promotional purposes. In addition, our ability to
sell our products will depend, in part, on the compatibility of our products with other third party products, such as
operating systems and messaging, Internet and database applications. Some of these third party software
developers may change their products so that they are no longer compatible with our products. If our competitors
bundle their products in this manner or third party software developers make their products incompatible with
our products, this could materially and adversely affect our ability to sell our products, which could lead to price
reductions for our products and reduction of our profit margins.

If the markets for e-business infrastructure management and intelligence solutions do not continue to
develop as we anticipate, our ability to grow our business and sell our products will be adversely affected.

Historically the majority of our products have been designed to support Windows servers-based systems and
applications and it is anticipated that many of our products will be dependent on the Windows market for the
foreseeable future. If the market for Windows 2000 does not develop or develops more slowly than we currently
anticipate, this would materially and adversely affect our ability to grow our business, sell our products, and
maintain profitability. In addition, users of previous versions of Windows NT may decide to migrate to an
operating system other than Windows 2000 due to improved functionality of some other vendor’s operating
system. Windows 2000 and related products from Microsoft may address more of the needs of its customers for
systems administration and operations management, in which case our customers would not need to purchase our
products to perform those functions. Although the market for Windows servers-based systems has grown rapidly
in recent periods, this growth may not continue at the same rate, or at all. If there is broader acceptance of other
existing or new operating systems that provide enhanced capabilities or offer similar functionality to Windows
Servers at a lower cost, our business would likely suffer.

The market for e-business infrastructure management and intelligence solutions software may not develop
or may grow more slowly than we anticipate, and this could materially and adversely affect our ability to grow
our business, sell our products, and maintain profitability on an operating basis. The rate of acceptance of our
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products is dependent on the increasing complexity of businesses’ operating environments as businesses deploy
additional servers and applications. Many companies have been addressing their e-business infrastructure
management and intelligence needs internally and only recently have become aware of the benefits of third-party
solutions. Our future financial performance will depend in large part on the continued growth in the number of
businesses adopting third-party applications management software products and their deployment of these
products on an enterprise-wide basis.

The lengthy sales cycle for our products makes our revenues susceptible to fluctuations.

The delay or failure to complete sales, particularly large enterprise-wide sales, in a quarter or fiscal year
would reduce our quarterly and annual revenue. We have traditionally focused on sales of our products to
workgroups and divisions of a customer, resulting in a sales cycle ranging between 90 and 180 days. The sales
cycle associated with the purchase of our products is subject to a number of significant risks over which we have
little or no control, including customers’ budgetary constraints and internal acceptance procedures, installation
requirements, and the introduction or announcement of new products by our company, competitors or Microsoft.
In recent quarters we have experienced longer financial and purchasing review cycles from many of our
customers as a result of the economic slowdown.

We offer a broader range of products after the acquisition of WebTrends that may require increased selling
effort for the customer’s entire enterprise than has historically been required. The sales cycle for these enterprise-
wide sales typically can be significantly longer than the sales cycle for smaller-sized departmental sales.
Enterprise-wide sales of the combined company’s products require an extensive sales effort throughout a
customer’s organization because decisions to license and deploy this type of software generally involve the
evaluation of the software by many people in various functional and geographic areas, each of whom may have
specific and conflicting requirements. This evaluation process often requires significant efforts to educate
information technology decision-makers about the benefits of our products. In addition, enterprise-wide
deployments could also erode per-user license fees even though average sales prices might increase.

Our success depends on continued use and expansion of the Internet and Internet-based systems.

Many of our e-business infrastructure management and intelligence solutions are targeted for Internet-based
systems. The rapid growth of the Internet is a recent phenomenon. The growth of our revenue is dependent on the
continued use of the Internet for communication and commerce. Additionally, the Internet infrastructure must
continue to evolve to handle increased levels of Internet activity, security, reliability, cost, ease of use,
accessibility and quality of service. Potential federal, state and foreign regulation in the areas of privacy and
content, as well as potential taxation of Internet use, could hamper Internet growth. Similarly, Internet users may
become more concerned about Internet privacy and security. To the extent that government regulation or user
concern hampers the growth of the Internet, our business could be negatively affected.

The market price of our common stock, like that of other technology stocks, has been and may continue to
be volatile.

The market price of our common stock has been highly volatile and we expect that our stock price will
continue to fluctuate. The value of an investment in NetIQ could decline due to the impact of any of the
following factors upon the market price of our common stock: growth rate expectations for the technology sector
generally; variations in our actual and anticipated operating results; changes in our earnings estimates by
analysts; and our failure to meet analysts’ performance expectations.

The stock markets have in general, and with respect to technology companies in particular, recently
experienced stock price and volume volatility. The stock markets may continue to experience volatility that may
adversely affect the market price of our common stock. Stock prices for many companies in the technology and
emerging growth sector have experienced wide fluctuations that have often been unrelated to the operating
performance of such companies. Fluctuations such as these may adversely affect the market price of our common
stock.
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We will need to recruit and retain additional qualified personnel to successfully manage our business.

Our future success will depend in large part on our ability to attract and retain experienced sales, research
and development, marketing, technical support and management personnel. New employees will likely require
substantial training in the use of our products, which in turn will require significant resources and management
attention. If we do not attract and retain such personnel, this could materially and adversely affect our ability to
grow our business.

Moreover, the complexity of distributed computing systems requires highly trained customer service and
technical support personnel to assist customers with deployment of our products. The labor market for these
personnel is very competitive due to the limited number of people available with the necessary technical skills.
We have experienced difficulty in recruiting qualified personnel, particularly technical and sales personnel.
There is a risk that even if we invest significant resources in attempting to attract, train and retain these qualified
personnel, we will not be successful in our efforts.

To achieve our business objectives, we may recruit and employ skilled technical professionals from other
countries to work in the United States. Limitations imposed by federal immigration laws and the availability of
visas could materially and adversely affect our ability to attract necessary qualified personnel. This may have a
negative effect on our business and future operating results.

Our executive officers and other key personnel are critical to our business and they may not remain with
us in the future, which could hurt our ability to grow our business.

Our success will depend to a significant extent on the continued services of our executive officers and other
key employees, including key sales, consulting, technical and marketing personnel. If we lose the services of one
or more of our executives or key employees, including if one or more of our executives or key employees
decided to join a competitor or otherwise compete directly or indirectly with us, this could harm our business and
could affect our ability to successfully implement our business objectives. Glen Boyd and Eli Shapira, co-
founders of WebTrends, resigned in August 2001 and September 2001, respectively, and Her-Daw Che, co-
founder of NetIQ resigned in October 2001.

Errors in our products could result in significant costs to us and could impair our ability to sell our
products.

Because our software products are complex, they may contain errors, or “bugs,” that could be detected at
any point in a product’s life cycle. These errors could materially and adversely affect our reputation, result in
significant costs to us and impair our ability to sell our products in the future. The costs we may incur in
correcting any product errors may be substantial and could decrease our profit margins. While we expect to
continually test our products for errors and work with customers through our customer support services
organization to identify and correct bugs, errors in our products may be found in the future. Testing for errors is
complicated in part because it is difficult to simulate the highly complex computing environments in which our
customers use these products as well as because of the increased functionality of our product offerings. Detection
of any significant errors may result in, among other things, loss of, or delay in, market acceptance and sales of
our products, diversion of development resources, injury to our reputation, increased service and warranty costs
or exposure to product liability litigation. Moreover, because our products will support operating systems and
applications, any software errors or bugs in the operating server software or the systems and applications that our
products operate with may result in errors in the performance of our software.

Our ability to secure, protect and expand our network and data centers is increasingly important to our
current and future business.

We rely on our network and data center infrastructure for internal communications, communications with
customers and partners, direct sales of our software products, sales lead generation and direct provision of fee-
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based services. We must protect our network infrastructure and equipment against damage from human error,
physical or electronic security breaches, power loss and other facility failures, fire, earthquake, flood,
telecommunications failure, sabotage, vandalism and similar events. Despite precautions, a natural disaster or
other unanticipated problems could result in interruptions in our service or significant damage. In addition,
failure of any of our telecommunications providers to provide consistent data communications capacity could
result in interruptions in our services and thus in our ability to provide service to our customers. Additionally, we
must continue to expand and adapt our network to satisfy our internal and customer requirements. We are
dependent on certain telecommunications providers for our backbone capacity and it may be difficult to quickly
increase this capacity in light of the lead times in the industry.

If we fail to protect our intellectual property rights, competitors may be able to use our technology or
trademarks and this could weaken our competitive position, reduce our revenue and increase costs.

Our success is heavily dependent on proprietary technology. We expect to rely primarily on a combination
of patent, copyright and trademark laws, trade secrets, confidentiality procedures and contractual provisions to
protect our proprietary rights and prevent competitors from using our technology in their products. These laws
and procedures provide only limited protection. We have a number of patents but they may not provide
sufficiently broad protection or they may not be enforceable in actions against alleged infringers. Our ability to
sell our products and prevent competitors from misappropriating our proprietary technologies, trademarks and
trade names is dependent on protecting intellectual property. Despite precautions that we take, it may be possible
for unauthorized third parties to copy aspects of our current or future products or to obtain and use information
that we regard as proprietary. In particular, we may provide our licensees with access to proprietary information
underlying our licensed applications. Additionally, our competitors may independently develop similar or
superior technology or design around the patents we own. Policing unauthorized use of software is difficult and
some foreign laws do not protect proprietary rights to the same extent as United States laws. Legal standards
relating to the validity, enforceability and scope of protection of intellectual property rights in Internet-related
industries are uncertain and still evolving. Litigation may be necessary in the future to enforce our intellectual
property rights, to protect our trade secrets or to determine the validity and scope of the proprietary rights of
others. Such litigation would be costly and distracting to management, and there is no assurance such litigation
would be successful.

Third parties could assert that our products infringe their intellectual property rights. Such claims could
injure our reputation and adversely affect our ability to sell our products.

Third parties may claim that our current or future products infringe their proprietary rights, and these claims,
whether they have merit or not, could harm our business by increasing our costs or reducing our revenue. We
previously litigated a claim with Compuware alleging that we had infringed a third party’s intellectual property
rights. In 1999, WebTrends was involved in an intellectual property dispute with WebSideStory, Inc. Although
these claims have been settled, any future claims could affect our relationships with existing customers and may
prevent future customers from licensing our products. The intensely competitive nature of our industry and the
importance of technology to our competitors’ businesses may contribute to the likelihood of being subject to
third party claims of this nature. Any such claims, with or without merit, could be time consuming, result in
potentially significant litigation costs, including costs related to any damages we may owe resulting from such
litigation, cause product shipment delays or require us to enter into royalty or licensing agreements. Royalty or
license agreements may not be available on acceptable terms or at all. Such claims could also force us either to
stop selling, incorporating or using products or services that incorporate the challenged intellectual property or to
redesign those products or services that incorporate such technology. We expect that software developers will
increasingly be subject to infringement claims as the number of products and competitors in the software industry
grows and the functionality of products in different industry segments overlaps.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUTMARKET RISK

We do not use derivative financial instruments in our investment portfolio and have no foreign exchange
contracts. Our financial instruments consist of cash and cash equivalents, short-term investments, trade accounts,
and accounts payable. We consider investments in highly liquid debt instruments purchased with a remaining
maturity of three months or less to be cash equivalents. Our exposure to market risk for changes in interest rates
relates primarily to our short-term investments; thus, fluctuations in interest rates would not have a material
impact on the fair value of these securities.

Principally our business is transacted in United States dollars. In the quarter ended September 30, 2001, 6%
of our invoices were in currencies other than the United States dollar. Accordingly, we are subject to exposure
from adverse movements in foreign currency exchange rates. This exposure is primarily related to local currency
denominated revenue and operating expenses in Australia, Belgium, Canada, Denmark, France, Germany, Italy,
Japan, Singapore, Spain, Sweden, Switzerland, and the United Kingdom. We believe that a natural hedge exists
in some local currencies, as local currency denominated revenue will substantially offset the local currency
denominated operating expenses. We assess the need to utilize financial instruments to hedge currency exposures
on an ongoing basis. However, as of September 30, 2001, we had no hedging contracts outstanding.

At September 30, 2001 we had $137.4 million in cash and cash equivalents, and $353.2 million in short-
term investments. Based on our cash, cash equivalents and short-term investments at September 30, 2001, a
hypothetical 10% increase/decrease in interest rates would increase/decrease our annual interest income and cash
flows by approximately $2.2 million.
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SIGNATURES

Pursuant to the requirements of the Securities Act, NetIQ Corporation has duly caused this Quarterly Report
on Form 10-Q to be signed on its behalf by the undersigned, thereunto duly authorized, in the City of San Jose,
State of California, on the 8th day of November, 2001.

NETIQ CORPORATION

/s/ CHING-FA HWANGBy:
Ching-Fa Hwang,

President and Chief Executive Officer

/s/ JAMES A. BARTHBy:
James A. Barth,

Senior Vice President Finance and
Chief Financial Officer (Principal Financial and

Accounting Officer)
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